
 

 

20 Allen Avenue, Suite 300 | Saint Louis, MO  63119 | 314.743.5090 

www.confluenceinvestment.com 

 1 

Looking for something to read?  See our Reading List; these books, separated by category, are 

ones we find interesting and insightful.  We will be adding to the list over time.   
 

[Posted: May 9, 2019—9:30 AM EDT]  Global equity markets are lower this morning.  The 

EuroStoxx 50 is down 1.0% from the last close.  In Asia, the MSCI Asia Apex 50 was down 

2.2% from the prior close.  Chinese markets were down, with the Shanghai composite down 

1.5% and the Shenzhen index down 1.3%.  U.S. equity index futures are signaling a lower open. 

With 427 companies having reported, the S&P 500 Q4 earnings stand at $39.44, higher than the 

$37.29 forecast for the quarter.  The forecast reflects a 2.0% decrease from Q1 2018 earnings.  

Thus far this quarter, 76.1% of the companies reported earnings above forecast, while 17.8% 

reported earnings below forecast. 
 

Trade concerns remain, while tensions with Iran increase.  Here is what we are watching: 

 

China trade: Although Chinese negotiators are meeting with U.S. officials today, it appears we 

are heading toward tariffs at midnight EDT tonight.  China has vowed to retaliate.1  In a speech 

(granted, at a rally), President Trump accused China of “breaking the deal.”2  We have been 

seeing more color around the decision-making process in both countries.  When the written 

agreement went to Chinese officials, they realized it would require changes to the law; China 

apparently had assumed it could make adjustments through regulation, which would be easier to 

enact but also less difficult to reverse.3  It’s likely that, from the Chinese perspective, this 

adjustment met the spirit of the deal without the difficult process of new legislation.  From the 

American perspective, this was a deal breaker.  In reality, this is rather classic diplomatic 

behavior, called “strategic ambiguity,” where two parties say the same thing but each interprets it 

as something different.  USTR Lighthizer would be sensitive to such tactics and would likely see 

it as an attempt to circumvent monitoring and penalty (and he is probably correct in that 

assessment).   

 

Another element that may have led to China’s behavior is the perception that the U.S. economy 

may be faltering, undermining the U.S. bargaining position.  President Trump’s persistent attacks 

on the Fed may have created this impression.4  

 

So far, the financial markets have reacted with caution but not panic.  This may be due to what 

the NYT calls the “Trump put,” which means that every time equities run into trouble the 

                                                 
1 https://finance.yahoo.com/news/china-says-retaliate-trump-does-raise-tariffs-012123878--finance.html 
2 https://finance.yahoo.com/news/trump-says-china-broke-deal-004945552.html 
3 https://www.nytimes.com/2019/05/08/us/politics/china-trade-trump.html?wpisrc=nl_todayworld&wpmm=1 
4 https://www.wsj.com/articles/why-china-decided-to-play-hardball-in-trade-talks-
11557358715?mod=hp_lead_pos1 
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president takes steps to lift confidence.5  We don’t disagree with this observation.  What one has 

to be careful with is the reason a Trump put might exist.  If the president believes a bear market 

would weaken his chances at re-election, then relying on it makes sense.  But, if the president 

concludes that playing tough with China is even better for his re-election, then the put might not 

be as reliable as the market seems to believe. 

 

We note the president has suggested that China (and we believe the EU as well) may very well 

be playing a stall game,6 where they try to push negotiations into 2020 with the idea that the 

White House will want to avoid the disruption of a trade conflict in an election year, or in hopes 

that a change in power might lead to a less confrontational trading partner.  We think Trump has 

a point here, but not the one he is making.  An establishment candidate would likely want to 

return to the pre-Trump multilateral trading system and would almost certainly not engage in the 

sort of tariff tactics deployed by the current administration.  However, a populist Democrat might 

very well conduct policy in a fashion similar to Trump and may be even more aggressive.  After 

all, we doubt a Sanders or Warren White House would have anyone resembling Steve Mnuchin 

in the cabinet.  The key point here is that if it becomes a campaign strategy to make statements 

suggesting China and the EU want to negotiate with a “weak Democrat,”7 then the Trump put 

may not be as certain as financial markets seem to believe. 

 

To some extent, the tradeoff between the Trump put and the trade warrior stance may come 

down to the degree and distribution of pain that occurs from a trade war.  The first element of 

risk is Chinese retaliation.  China is nearly out of U.S. imports to apply tariffs, so its next step 

would be to deny investment and simply not buy certain (politically sensitive) goods.  This is 

really bad news for the agriculture markets and probably a loser for companies with extended 

supply chains into China.8  The second element of risk comes from the U.S. tariffs themselves.  

Up to now, most of the incidence of the tariffs has mostly affected primary and secondary goods, 

with less direct impact on consumer goods.  But, as the tariffs widen, the impact on consumers 

will become more direct.9  Winners could be foreign companies that directly compete with the 

U.S. for the Chinese market and foreign commodity suppliers, e.g., Brazil and Argentina.10  At 

the same time, a trade war between the world’s two largest economies creates a good bit of 

collateral damage.  World trade appears to have suffered.11 

 

The bottom line in all of this is that the financial markets’ rather sanguine approach to the trade 

spat is probably based on the notion of a Trump put.  Clearly, the president’s pattern of behavior 

fosters this idea.  But, our fear is that the put is based on the president’s perception of political 

benefit, so things could get rocky if he concludes that a trade war brings him more benefit than 

                                                 
5 https://www.nytimes.com/2019/05/08/upshot/trade-war-stock-market-china-us-tariff.html 
6 https://www.politico.com/story/2019/05/08/trump-china-trade-2020-election-1311737  
7 https://www.theatlantic.com/politics/archive/2019/05/trump-biden-trade-china/588991/ 
8 https://www.scmp.com/news/china/diplomacy/article/3009454/us-upping-ante-china-still-has-trade-war-cards-
it-can-play  
9 https://www.axios.com/newsletters/axios-markets-b6a4df56-c655-4fc8-bacf-
00dc10eed3b4.html?chunk=4&utm_term=emshare#story4 
10 https://www.axios.com/winners-losers-us-china-trade-war-227dd9e3-f7f1-4744-b091-a3ce4b7ba5aa.html 
11 https://www.ft.com/content/7a613b06-7118-11e9-bbfb-
5c68069fbd15?emailId=5cd399f181c6410004afaf77&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
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an ebullient stock market.  In addition, as we have stated before, wars occur due to 

miscalculation.  We think China has misunderstood Trump.  Although we doubt Beijing will 

hear us, they should really read about the archetypes of American foreign policy.  Embarrassing 

a Jacksonian is a really bad idea.12 

 

The Iran issue: Although the EU is trying to hold the nuclear deal together, we doubt it will 

work.13  The EU is caught between Iran and the U.S. and has more to lose by not toeing the 

American line.14  The U.S. has broadened sanctions on Iran,15 further isolating the Iranian 

economy.16  Meanwhile, Iran has indicated it will begin to enrich uranium again if the Europeans 

don’t support the Iranian economy, which would essentially scotch the deal.  One other item of 

note—there are reports, so far not confirmed from mainstream sources, that an Islamic 

Revolutionary Guard Corps (IRGC) commander has defected.17  Brigadier General Ali Nasiri ran 

the IRGC protection bureau, which performs some of the Secret Service protective functions for 

the Iranian regime.  There are rumors that he carried “sensitive” documents to a Gulf state 

embassy when he defected.  We will be watching to see if the report emerges in the Western 

media in the coming days. 

 

Brexit: PM May survived another leadership challenge, indicating that there really isn’t an 

obvious alternative to her in the Tory Party.  She indicated that another Brexit vote will likely be 

held in a couple of weeks.18 

 

Odds and ends: Cyril Ramaphosa won yesterday’s poll but the margin of victory was the lowest 

since the end of apartheid.19  North Korea launched more “projectiles.”20  Although Venezuela 

has defaulted on most of its bonds, it continues to pay on a portion of its debt, the bonds of Citgo 

                                                 
12 https://www.confluenceinvestment.com/wp-content/uploads/weekly_geopolitical_report_04_4_2016.pdf 
13 https://www.politico.eu/article/iran-europe-nuclear-united-
states/?utm_source=POLITICO.EU&utm_campaign=3ae8b85be7-
EMAIL_CAMPAIGN_2019_05_09_04_35&utm_medium=email&utm_term=0_10959edeb5-3ae8b85be7-
190334489 
14 https://www.nytimes.com/2019/05/08/world/europe/eu-iran-nuclear-
sanctions.html?emc=edit_MBE_p_20190509&nl=morning-
briefing&nlid=5677267tion%3DtopNews&section=topNews&te=1 
15 https://www.wsj.com/articles/iran-to-stop-complying-with-some-nuclear-deal-commitments-
11557297791?mod=hp_lead_pos4 
16 https://www.nytimes.com/2019/05/08/us/politics/iran-nuclear-
deal.html?emc=edit_MBE_p_20190509&nl=morning-
briefing&nlid=5677267tion%3DtopNews&section=topNews&te=1 and https://www.ft.com/content/6b47d1dc-
7179-11e9-bf5c-6eeb837566c5?emailId=5cd399f181c6410004afaf77&segmentId=22011ee7-896a-8c4c-22a0-
7603348b7f22 
17 http://isicrc.org/irgc-basij-and-hezbollah/exclusive-irgc-commander-believed-to-have-defected-to-the-west 
18 https://www.ft.com/content/0e5900da-718e-11e9-bf5c-
6eeb837566c5?emailId=5cd399f181c6410004afaf77&segmentId=22011ee7-896a-8c4c-22a0-7603348b7f22 
19 https://www.theguardian.com/world/2019/may/09/south-africa-election-early-results-point-reduced-anc-
majority 
20 https://www.reuters.com/article/us-northkorea-missiles/north-korea-fired-unidentified-projectile-souths-
military-idUSKCN1SF0ON 
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and those held by Russia.  The former is being paid to avoid creditors seizing its refining assets 

in the U.S., while the latter is to keep Russia as an ally.21 

 

Energy update: Crude oil inventories fell 4.0 mb last week compared to the forecast rise of 2.5 

mb.  There was a 0.9 mb draw of the SPR, meaning the actual decline was closer to 4.9 mb. 
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In the details, refining activity fell 0.3% compared to the 0.9% decline forecast.  Estimated U.S. 

production fell slightly by 0.1 mbpd to 12.2 mbpd.  Crude oil imports fell 0.7 mbpd, while 

exports fell 0.3 mbpd.   
 

 
(Sources: DOE, CIM) 

                                                 
21 https://ftalphaville.ft.com/2019/05/09/1557374439000/Venezuela-is-paying-its-bondholders-/ 

https://ftalphaville.ft.com/2019/05/09/1557374439000/Venezuela-is-paying-its-bondholders-/
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This is the seasonal pattern chart for commercial crude oil inventories.  We are entering the 

spring/summer withdrawal season next week; this week’s decline is consistent with the normal 

seasonal pattern.  If this trend continues, we will see weekly draws in stockpiles until the third 

week of September. 
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Based on oil inventories alone, fair value for crude oil is $52.34.  Based on the EUR, fair value is 

$51.28.  Using both independent variables, a more complete way of looking at the data, fair 

value is $50.67.  This is one of those circumstances when the combined model fair value does 

not lie between the two single variable models.  Current prices are running well above fair value.  

With this week’s focus on Iran, geopolitical risks are adding around $10 to $13 dollars per barrel 

to crude oil prices.  Assuming we see usual seasonal declines and a stable dollar, fair value for 

the two-variable estimate rises to $54.05.  Simply put, current prices have discounted a 

significant level of geopolitical risk and prices could see a sizable setback in the coming weeks if 

tensions don’t rise further.  Another factor for oil—it has been acting as a “risk-on” asset and oil 

will likely fall too if equity values tumble due to trade tensions. 
 

U.S. Economic Releases 
 

PPI final demand came in below expectations, rising 0.2% from the prior month compared to the 

forecast gain of 0.3%.  PPI excluding food and energy also came in below expectations, rising 

0.1% from the prior month compared to the forecast of 0.2%.  Core PPI, which excludes food, 

energy and trade services, came in above expectations, rising 0.4% from the prior month 

compared to the forecast of 0.2%. 
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The chart above shows the year-over-year change in headline PPI and core PPI, which rose 2.2% 

and 2.4%, respectively.   
 

Initial jobless claims came in above expectations at 228k compared to the forecast of 220k.   
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The chart above shows the four-week moving average for initial claims.  The four-week moving 

average rose from 212.50k to 220.25k. 
 

The March trade deficit came in slightly narrower than expected at $50.0 bn compared to the 

forecast of $50.1 bn.   
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The chart above shows the trade balance.  The trade balance with China shrank to its lowest 

margin in almost three years due to a slowdown in imports.  Overall, exports were able to 

steadily advance, largely due to a boost in soybeans.  
 

The table below shows the economic releases and Fed events scheduled for the rest of the day. 
 

EDT Indicator Expected Prior Rating

9:45 Bloomberg Consumer Comfort m/m apr 60.4 **

10:00 Wholesale Trade Sales m/m apr 0.6% 0.3% **

10:00 Wholesale Inventories m/m apr 0.0% 0 **

EST Speaker or event

9:45 Raphael Bostic Speaks at an Economic Roundtable President of the Federal Reserve Bank of Atlanta

13:15 Charles Evans Speaks on Economy and Monetary Policy President of the Federal Reserve Bank of Chicago

Fed speakers or events

Economic Releases

District or position

 
 

Foreign Economic News 
 

We monitor numerous global economic indicators on a continuous basis.  The most significant 

international news that was released overnight is outlined below.  Not all releases are equally 

significant, thus we have created a star rating to convey to our readers the importance of the 

various indicators.  The rating column below is a three-star scale of importance, with one star 

being the least important and three stars being the most important.  We note that these ratings do 

change over time as economic circumstances change.  Additionally, for ease of reading, we have 

also color-coded the market impact section, which indicates the effect on the foreign market.  

Red indicates a concerning development, yellow indicates an emerging trend that we are 

following closely for possible complications and green indicates neutral conditions.  We will add 

a paragraph below if any development merits further explanation.  
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Country Indicator Current Prior Expected Rating Market Impact

ASIA-PACIFIC

China CPI y/y apr 2.5% 2.3% 2.5% *** Equity and bond neutral

PPI y/y apr 0.9% 0.4% 0.6% ** Equity bearish, bond bullish

Money Supply M2 y/y apr 8.5% 8.6% 8.5% ** Equity and bond neutral

Japan Tokyo Average Office Vacancies m/m apr 1.70 1.78 ** Equity and bond neutral

Consumer Confidence m/m apr 40.4 40.5 40.3 ** Equity and bond neutral

New Zealand ANZ Truckometer Heavy m/m apr 3.6% -2.0% ** Equity and bond neutral

EUROPE

UK RICS House Price Balance m/m apr -23.0% -24.0% -22.0% ** Equity and bond bearish

Switzerland Unemployment Rate m/m apr 2.4% 2.5% 2.4% *** Equity and bond neutral

Russia CPI Weekly ytd mar 2.1% 2.0% *** Equity and bond neutral

AMERICAS

Canada Housing Starts m/m apr 235.5k 192.5k 195.5k *** Equity bullish, bond bearish

Brazil FGV CPI IPC-S m/m may 0.6% 0.6% 0.6% *** Equity and bond neutral  
 

Financial Markets 
 

The table below highlights some of the indicators that we follow on a daily basis.  Again, the 

color coding is similar to the foreign news description above.  We will add a paragraph below if 

a certain move merits further explanation. 
 

Today Prior Change Trend

3-mo Libor yield (bps) 256 256 0 Up

3-mo T-bill yield (bps) 237 238 -1 Neutral

TED spread (bps) 19 18 1 Neutral

U.S. Libor/OIS spread (bps) 238 238 0 Up

10-yr T-note (%) 2.45 2.49 -0.04 Neutral

Euribor/OIS spread (bps) -31 -31 0 Neutral

EUR/USD 3-mo swap (bps) 18 16 2 Down

Currencies Direction

dollar down Neutral

euro up Up

yen up Neutral

pound down Neutral

franc up Neutral

Central Bank Action Current Prior Expected

Selic Rate 6.500% 6.500% 6.500% On forecast  
 

Commodity Markets 
 

The commodity section below shows some of the commodity prices and their change from the 

prior trading day, with commentary on the cause of the change highlighted in the last column. 
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Price Prior Change Explanation

Brent $70.40 $70.37 0.04%

WTI $61.95 $62.12 -0.27%  

Natural Gas $2.60 $2.61 -0.57%  

Crack Spread $22.11 $22.07 0.14%

12-mo strip crack $18.24 $18.20 0.20%

Ethanol rack $1.45 $1.45 -0.03%

Gold $1,283.48 $1,280.88 0.20%

Silver $14.81 $14.84 -0.19%

Copper contract $276.25 $277.45 -0.43%

Corn contract 361.75$       364.25$       -0.69%

Wheat contract 436.50$       439.00$       -0.57%

Soybeans contract 823.25$       827.25$       -0.48%

Baltic Dry Freight 940 936 4

Actual Expected Difference

Crude (mb) -4.0 2.5 -6.5

Gasoline (mb) -0.6 -1.0 0.4

Distillates (mb) -0.2 -0.5 0.3

Refinery run rates (%) -0.30% -0.90% 0.6%

Natural gas (bcf) 86.0

Shipping

Energy Markets

Metals

Grains

DOE inventory report

 
 

Weather 
 

The 6-10 and 8-14 day forecasts show cooler temps for most of the country, with warmer temps 

in the northwestern regions.  Precipitation is expected for most of the country.   
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Asset Allocation Weekly 
Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We report asset allocation thoughts on a weekly basis, updating this 

section every Friday.  
 

May 3, 2019 
 

Covered interest rate parity is a basic concept that, at its heart, says all interest rates are equal 

after hedging exchange rate risk.  It is one of the theories in finance that is beyond dispute—it 

works as long as capital markets are open (free of capital controls) and short-term money 

markets are liquid.  In general, if foreign interest rates are higher than domestic rates, the forward 

exchange rate will trade at a premium high enough to absorb the interest rate difference.  Here is 

a simple example: 
 

1-yr rate

foreign rate 5.00%

domestic 2.50%

spread 2.50%

spot forward

dollar 1.0000 1.0000

euro 1.0000 1.0250  
 

In our example, one-year interest rates in the Eurozone are 5.00% compared to U.S. rates at 

2.50%.  If the forward rates were equal, a U.S. investor could exchange dollars for euros, invest 

at the 2.50% spread and hedge the currency risk, earning a risk-free extra 2.50% compared to 

dollar-based interest rates.  However, in the process of doing so, the forward rate on euros would 

be bid up to 1.0250, which eliminates any arbitrage opportunities.  A U.S investor should be 

indifferent to either investing in the U.S. at 2.5% or in the Eurozone at 5%, at 1.025 $/€ one-year 

forward exchange rate.  In a year, if nothing changes, that euro purchased at 1.025 will be at 

1.00, eliminating the entire interest rate spread. 

 

However, this doesn’t necessarily mean that hedging opportunities don’t exist.  An investor 

could decide to buy into longer duration fixed income abroad and roll the hedge periodically.  

Using the above example, an investor could buy a foreign bond and hedge each year, selling the 

bond if the hedging costs become excessive.   

 

The current spread between U.S. and German 10-year sovereigns clearly favors the U.S.  

German yields are around zero and U.S. yields remain significantly higher even though U.S. 

yields have declined.  Thus, it would seem that German investors would have an incentive to buy 

longer dated Treasuries. 
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However, for a German investor to make this investment, he would have to either accept the 

currency risk or attempt to hedge the risk.  As shown above, the short-term rate spread 

determines the currency forward discount/premium relationship.   
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This chart shows the 10-year sovereign spread and the three-month LIBOR spread.  When the 

bond spread exceeds the LIBOR spread, the bond spread exceeds the cost of hedging.  Even with 

a very wide sovereign spread, a foreign investor cannot, under current conditions, profitably 

hedge the currency risk. 
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This has led foreign bond investors to (a) accept U.S. credit risk by purchasing corporate bonds 

and hedging the exchange rate risk, or (b) accept the currency risk by leaving the transaction 

unhedged.  However, that situation is less than ideal and may discourage foreign investors from 

investing in U.S. fixed income markets.   
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Although the hedge relationship with regard to the euro isn’t overly strong, there is a modest 

tendency for the currency to strengthen against the dollar when the hedge spread is negative.  

Clearly, there are other factors that affect exchange rates beyond mere interest rate differences.  

Although the euro has been weakening recently, it hasn’t declined significantly despite unusually 

wide sovereign spreads; the likely culprit is the cost of hedging.  If the U.S. yield curve were to 

steepen, perhaps with policy easing, the window for hedging might reopen and, paradoxically, 

could lead to a stronger dollar. 

    

 

 
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes only 

and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed may not be 

suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and financial 

circumstances.  Opinions expressed are current as of the date shown and are subject to change.  
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Data Section 

 

U.S. Equity Markets – (as of 5/8/2019 close) 
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These S&P 500 and sector return charts are designed to provide the reader with an easy overview 

of the year-to-date and prior trading day total return.  Sectors are ranked by total return; green 

indicating positive and red indicating negative return, along with the overall S&P 500 in black. 

These charts represent the new sectors following the 2018 sector reconfiguration.  

 

Asset Class Performance – (as of 5/8/2019 close) 

 

0.0% 5.0% 10.0% 15.0% 20.0%

Cash

US Government Bond

Commodities

US Corporate Bond

US High Yield

Emerging Markets (local currency)

Emerging Markets ($)

Foreign Developed ($)

Foreign Developed (local currency)

Large Cap

Real Estate

Mid Cap

Small Cap

YTD Asset Class Total Return

Source: Bloomberg

  
 

Asset classes are defined as follows: Large Cap (S&P 500 Index), Mid Cap (S&P 400 Index), 

Small Cap (Russell 2000 Index), Foreign Developed (MSCI EAFE (USD and local currency) 

Index),Real Estate (FTSE NAREIT Index), Emerging Markets (MSCI Emerging Markets (USD 

and local currency) Index), Cash (iShares Short Treasury Bond ETF), U.S. Corporate Bond 

(iShares iBoxx $ Investment Grade Corporate Bond ETF), U.S. Government Bond (iShares 7-10 

Year Treasury Bond ETF), U.S. High Yield (iShares iBoxx $ High Yield Corporate Bond ETF), 

Commodities (Bloomberg total return Commodity Index). 

This chart shows the year-to-date 

returns for various asset classes, 

updated daily.  The asset classes are 

ranked by total return (including 

dividends), with green indicating 

positive and red indicating negative 

returns from the beginning of the 

year, as of prior close. 
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P/E Update 
 

May 9, 2019 
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P/E as of 5/8/2019 = 18.6x

 
 

Based on our methodology,22 the current P/E is 18.6x, down 0.1x from last week.  Rising 

earnings accounted for the decline in the multiple. 

 

 

 
 
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 

                                                 
22 This chart offers a running snapshot of the S&P 500 P/E in a long-term historical context. We are using a specific 
measurement process, similar to Value Line, which combines earnings estimates and actual data. We use an 
adjusted operating earnings number going back to 1870 (we adjust as-reported earnings to operating earnings 
through a regression process until 1988), and actual operating earnings after 1988. For the current quarter, we use 
the I/B/E/S estimates which are updated regularly throughout the quarter; currently, the four-quarter earnings 
sum includes three actual quarters (Q3 and Q4) and two estimates (Q1 and Q2). We take the S&P average for the 
quarter and divide by the rolling four-quarter sum of earnings to calculate the P/E. This methodology isn’t perfect 
(it will tend to inflate the P/E on a trailing basis and deflate it on a forward basis), but it will also smooth the data 
and avoid P/E volatility caused by unusual market activity (through the average price process). Why this process?  
Given the constraints of the long-term data series, this is the best way to create a long-term dataset for P/E ratios. 


